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DWR: BAT'S ACQUISITION OF AMB’S DOMESTIC TOBACCO BUSINESS IS A POSITIVE 

INV OPIN: WE RETAIN BUY RATING ON PHILIP MORRIS IN AGGRESSIVE ACCOUNTS 
Although we remain concerned with the legislative and regulatory 
environment facing the tobacco industry (potential FDA regulation, OSHA 
smoking restrictions, the continuing impact of the EPA’s January 1993 
finding that "passive” smoke is a human carcinogen, and a likely increase 
in the federal excise tax on tobacco), we believe that Philip Morris 1 stock 
over the near- to intermediate-term is likely to continue to react 
positively to management’s decision to review a potential separation of the 
company's businesses. Our preliminary break-up analysis (which involves 
numerous assumptions with respect to P/E multiples and allocation of 
goodwill, corporate expense, and interest expense among the company's 
divisions) initially suggested a potential value in the mid to high $50s. 
However, in light of the valuation BAT is placing on AMB's (AMB, Not Rated, 
$33 5/8) domestic tobacco business, we are revising upward our break-up 
valuation of MO's domestic tobacco business from $11-12 to $16-17 per 
share, which increases our overall break-up valuation of MO to the low to 
mid $60s. 

* BAT TO ACQUIRE AMB'S DOMESTIC TOBACCO/EXPORT UNITS FOR $1 BILLION CASH 
BAT Industries announced today that it will acquire the domestic tobacco 
business of American Brands {AMB, $34, no opinion) for $1 billion and will 
assume none of AMB's long-term debt. The transaction also gives BAT the 
worldwide rights to the Pall Mall and Lucky Strike brands, and the 
marketing rights to Silk Cut outside the U.K. and Europe. AMB and BAT have 
approximately 7% and 11% market shares of the U.S. tobacco market, 
respectively, and acquisition is subject to U.S. anti-trust clearance. 

* TRANSACTION IS SIGNIFICANT POSITIVE FOR DOMESTIC TOBACCO INDUSTRY 

We believe that the sale is a very positive development for the long-term 
outlook for the U.S. tobacco business, primarily for four reasons: 

(1) Increased valuation on other domestic tobacco properties. Excluding the 
fact that the BAT acquisition increases the value of domestic tobacco 
properties by aiding in the creation of what will likely become a more 
stable operating environment, the acquisition places a higher value on 
domestic tobacco businesses than we thought the market was willing to pay 
BAT is purchasing AMB’s domestic tobacco business at 4.6 times the units’ 
1993 operating profit of $217.6 million (excluding the impact of several 
non-recurring items) and at 4.2 times 1993 EBITDA. 

In our preliminary break-up analysis of Philip Morris, we had assumed a 
value on the domestic tobacco business of $11-12 per share (including an 
allocation of $5.5 billion in debt). On a total entity basis (debt plus 
equity), we valued MO’s domestic tobacco business at 4.9 times operating 
income. Following the sale of AMB’s domestic tobacco business at a total 
entity basis (no long-term debt will be assumed by BAT in the transaction) 
of 4.6 times AMB's adjusted 1993 domestic tobacco operating profits, we now 
feel that on a break-up valuation basis MO’s domestic tobacco business 
would be valued (on a total entity basis of debt plus equity) at 6.0 to 6.5 
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times its operating profits. The higher valuation is primarily the result 
of the significantly stronger brand franchises at MO. This higher valuation 
implies a net equity per share break-up value for the domestic tobacco 
business of $16-17 per share, and a total entity break-up value for MO in 
the low to mid $SOs. 

(2) It removes a weak competitor. AMB was the weakest of the four major 
U.S. tobacco companies, in terms of brand franchises, market share, and 
full-priced volume performance. Traditionally, American had been the least 
willing to go along on price increases, and relative to its size, American 
was the most aggressive in expanding into the private label and value-brand 
segments. BAT is likely to manage AMB's brands in a more rational manner. 

Over a longer period of time, the potential unwillingness of smaller 
manufacturers to go along on price increases was one of our major concerns. 
We felt that nearer term, all manufacturers would follow on price 
increases. However, once a certain level of profitability was restored, due 
to the continued decline in overall industry volume and the rapid decline 
in the volume performance of second-tier full priced brands, certain 
manufacturers with relatively modest share in the full-priced segment 
(e.g., AMB), could resist price increases in an attempt to widen the full 
priced/discount pricing gap and encourage trading-down, in an attempt to 
increase volume and profitability. With AMB out of the picture, this series 
of potential developments is somewhat less likely. 

(3) It increases the fixed costs associated with AMB's brands. BAT will 
incur added interest expense associated with this acquisition — costs 
which will be allocated to its newly acquired domestic tobacco brands. In 
light of the higher fixed-cost structure, BAT will probably be more likely 
to focus on maximizing profitability to a greater extent than AMB. 

(4) Reduced risk of a new, aggressive entrant into the private label 
segment. BAT was significantly under-represented in the private-label 
(store-brand) segment of the domestic cigarette industry; it sold no 
private-label products. A long-term concern was that BAT would take 
aggressive actions (e.g., discounting) to establish market share in this 
segment. The AMB acquisition gives them this presence without the need to 
make aggressive pricing moves to gain share. Hence, the acquisition reduces 
a potential destabilizing factor in the domestic tobacco-pricing 
environment. We would also expect BAT to achieve economies of scale through 
consolidation of plants, selling, marketing, and distribution systems. 
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